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nursing home reform costs incurred during the period July 1, 1990, through
September 30, 1990; however, the actual costs incurred shall be subject to tests of
reasonableness and necessity and shall be fully documented at the time of the
request for rate adjustment. Facilities may request multiple preauthorizations and
rate adjustments (add-ons) as necessary for implementation of nursing home
reform. Facility costs incurred prior to July 1, 1990, shall not (except for the costs
previously recognized in a special manner, i.e., the universal precautions add-on
and the nurse aid training add-on) be recognized as being nursing home reform
costs. The special nursing home reform rate adjustments shall be requested using
forms and methods specified by the Department_for Medicaid Services a

nursing home rate adjustment shall be included within the cost base for the
facility in the rate year following the rate year for which the adjustment was
allowed. Interim rate adjustments for nursing home reforms shall not be allowed
for period after June 30, 1993. For purposes of the July 1, 1992 and July 1, 1993
rate setting, all amounts associated with OBRA rate adjustments for the preceding
rate year shall be folded into the applicable category of routine cost. All nursing
home reform rate adjustment requests shall be submitted by September 30, 1993.

SECTION 330. PAYMENT OF SPECIAL PROGRAM CLASSES

A. BRAIN INJURY UNIT

1. A nursing facility with a Medicaid certified brain injury unit
providing pre-authorized specialized rehabilitation services for
persons with brain injuries shall be paid at an all-inclusive (excluding
drugs which shall be reimbursed through the pharmacy program)
fixed rate which shall be set at $360 per diem for services provided in
the brain injury unit.

2. A facility providing pre-authorized specialized rehabilitation services
for persons with brain injuries with rehabilitation complicated by
neurobehavioral sequelae shall be paid an all inclusive (excluding
drugs) negotiated rate which shall not exceed the facility’s usual and
customary charges.

3. In order to participate in the Medicaid program as a Brain Injury
Provider, the facility shall:

(a) Be Medicare and Medicaid certified;

(b) Designate at least ten (10) certified beds that are physically
contiguous and identifiable; and,

(c) Be accredited by the Commission on Accreditation of
Rehabilitation Facilities (CARF)
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(d) Include administration and operations policies
(e) Governing authority _
(f) Quality assurance and program evaluation.

B. VENTILATOR FACILITIES
A nursing facility recognized as providing distinct part ventilator
dependent care shall be paid at an all-inclusive (excluding drugs which
shall be reimbursed through the pharmacy program) fixed rate for services
provided in the distinct part ventilator unit.
A distinct part ventilator unit shall:
1. Have a minimum of twenty (20) beds; and
2. Maintain a census of fifteen (15) patients.

The patient census shall be based upon the quarter preceding the
beginning of the rate year, or the quarter preceding the quarter for which
certification is requested if the facility did not qualify for participation as a
distinct part ventilator care unit at the beginning of the rate year.

The fixed rate for hospital-based facilities shall be $460 per day. The
fixed rate for freestanding facilities shall be $250 per day. The rates shall
be increased or decreased based on the Data Resources, Inc. inflation
factor for the rate year beginning July 1, 1997.

C. FEDERALLY DEFINED SWING BEDS
A federally defined swing bed shall meet the requirements pursuant to 42
CFR 482.66.
A federally defined swing bed shall be reimbursed pursuant to 42 CFR
447.280.

SECTION 340. PAYMENT FOR ANCILLARY SERVICES

The reasonable, allowable, direct cost of ancillary services as defined provided as
a part of total care shall be compensated through the Department for Medicaid
Services on a reimbursable cost basis as an addition to the prospective rate.
Ancillary services shall be subject to a year-end audit, retroactive adjustment and
final settlement.

Each provider shall request a percentage factor tailored to its own individual cost
and charge ratios for ancillary services. These ratios shall be limited to one
hundred (100) percent and the Department shall analyze each request for
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Medicaid Services staff to determine appropriateness of the requested percentage
factor. Reimbursable ancillary costs shall be determined based on the ratio of
Medicaid Program charges to total charges applied to direct departmental costs.

A retroactive settlement between actual direct allowable costs and actual payment
made by the Department for Medicaid Services shall be made at the end of the
accounting period based on the facility’s annual Cost Report. Indirect ancillary
costs shall be included in routine cost and reimbursed through the prospective
rate.

The reasonable, allowable, direct cost of ancillary services as defined and
provided as a part of total care shall be compensated through the Department for
Medicaid Services on a reimbursable cost basis as an addition to the prospective
rate. Ancillary services shall be subject to a year-end audit, retroactive
adjustment and final settlement.

Each provider shall request a percentage factor tailored to its own individual cost
and charge ratios for ancillary services. These ratios shall be limited to one
hundred (100) percent and each request shall be analyzed by Department for
Medicaid Services staff to determine appropriateness of the requested percentage
factor. Reimbursable ancillary costs shall be determined based on the ratio of
Medicaid Program charges to total charges applied to direct departmental costs.
A retroactive settlement between actual direct allowable costs and actual payment
made by the Department for Medicaid Services shall be made at the end of the
accounting period based on the facility’s annual Cost Report. Indirect ancillary
costs shall be included in routine cost and reimbursed through the prospective
rate.

SECTION 350. RETROACTIVE ADJUSTMENT FOR ROUTINE SERVICES

A. A retroactive adjustment may be made for routine services in the
following circumstances:

1. If incorrect payments have been made due to computational errors,
i.e., mathematical errors, discovered in the cost basis or
establishment of the prospective rate. Omission of cost data does
not constitute a computational error.

2. If a determination is made by the Department for Medicaid
Services of misrepresentation on the part of the provider.
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3. If a facility is sold and the funded depreciation account is not
transferred to the purchaser.
4. If the prospective rate has been set based on an unaudited cost
report and the prospective rate is adjusted based on a desk review
5. or field audit. The appropriate cost settlement shall be made to

adjust the unaudited prospective payment amounts to the correct
audited prospective payment amounts.

6. If adjustments are necessary, any amounts owed the provider shall
be paid by the Department for Medicaid Services. Any amounts
owed the Department for Medicaid Services shall be paid in cash
or recouped through the MMIS_payment system

B. BANKRUPTCY OR INSOLVENCY OF PROVIDER. If, on the basis of
reliable evidence, the Department for Medicaid Services has a reasonable
cause for believing that, with respect to a provider, proceedings have been
or may shortly be instituted in a State or Federal court for purposes of
determining whether the facility is insolvent or bankrupt under an
appropriate State or Federal law, any payments to the provider shall be
adjusted by the Department for Medicaid Services notwithstanding any
other reimbursement principle or Department for Medicaid Services
instruction regarding the timing or manner of adjustments, to a level
necessary to insure that no overpayment to the provider is made. This
section shall be applicable only to ancillary services.

SECTION 360. RETROACTIVE ADJUSTMENT FOR ANCILLARY SERVICES

A. Actual cost reimbursable to a provider shall not be determined until the
cost reports are filed and costs are verified. Therefore, a retroactive
adjustment shall be made at the end of the reporting period to bring the
interim payments made to the provider during the period into agreement
with the reimbursable amount payable to the provider for the ancillary
services rendered to the Department for Medicaid Services recipients
during that period.

A. In order to reimburse the provider as quickly as possible, a partial
retroactive adjustment may be made when the cost report is received. For
this purpose, the costs shall be accepted as reported unless there are
obvious errors or inconsistencies subject to later audit. When an audit is
made and the final liability of the Department for Medicaid Services is
determined, a final adjustment shall be made.
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C. To determine the retroactive adjustment, the amount of the provider’s total
allowable ancillary cost apportioned to the Department for Medicaid
Services for the reporting year is computed. This is the total amount of
the reimbursement the provider is due to receive from the Department for
Medicaid Services for covered ancillary services rendered during the
reporting period. The total of the interim payments made by the Medicaid
Program in the reporting year is computed. The difference between the
reimbursement due and the payments made shall be the amount of
retroactive adjustment.

D. ANCILLARY SERVICES. Upon receipt of the facility’s cost report, the
Department for Medicaid Services shall as expeditiously as possible
analyze the report and commence any necessary audit of the report.
Following receipt and analysis of any audit findings pertaining to the
report, the Department for Medicaid Services shall furnish the facility a
written notice of amount of Medicaid reimbursement. The notice shall (1)
explain the Department for Medicaid Service’s determination of total
Medicaid reimbursement due the facility for the reporting period covered
by the cost report or amended cost report; (2) relate this determination to
the facility’s claimed total reimbursable costs for this period; and (3)
explain the amount(s) and the reason(s) for the determination through
appropriate reference to the Department for Medicaid Services policy and
procedures and the principles of reimbursement. This determination may
differ from the facility’s claim.

The Department for Medicaid Services’ determination as contained in a
notice of amount of Medicaid reimbursement shall constitute the basis for
making the retroactive adjustment to any Medicaid payments for ancillary
services made to the facility during the period to which the determination
applies, including the suspending of further payments to the facility in
order to recover, or to aid in the recovery of, any overpayment determined
to have been made to the facility.

E. ROUTINE SERVICES. When a retroactive adjustment is made to the
routine rate, the Fiscal Agent shall adjust all routine payments made based
on the rate that was adjusted.
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SECTION 370. PAYMENTS FOR SERVICES TO MEDICARE/MEDICAID
RESIDENTS

A. Dually eligible residents and residents eligible for both Medicare and
Medicaid (non-QMB) shall be required to EXHAUST any applicable
benefits under Title XVIII (Part A and Part B) prior to coverage under the
Medicaid Program.

B. APPLICATION. Services received by a resident that are reimbursable by
Medicare shall be billed first to the Medicare Program. Any appropriate
co-insurance or deductible payment due from the Medicaid Program shall
be paid outside the Cost-based facility Cost-Related Payment System in a
manner prescribed by the Department for Medicaid Services. Co-
insurance and deductible payments shall be based on rates set by the
Medicare Program. A day of service covered in this manner shall be
considered a Medicare resident day and shall not be included as a
Medicaid resident day in the facility cost report.

SECTION 380. RETURN ON EQUITY OF PROPRIETARY PROVIDERS

An allowance for a return on equity capital invested and used in the provision of
resident care shall not be allowed.

SECTION 390. DESK REVIEW AND FIELD AUDIT FUNCTION

After the facility has submitted the annual cost report, the Division of Long Term
Care shall perform an initial “desk review” of the report. During the desk review
process, Medicaid staff shall subject the submitted Cost Report to various tests for
clerical accuracy and reasonableness. If the Medicaid Program detects clerical
error, the Department for Medicaid Services shall return the submitted Cost
Report to the provider for correction. If Medicaid staff suspect possible errors
rather than simple clerical errors, the Medicaid staff shall require the provider to
submit supporting documentation to clarify any areas brought into question during
the desk review. The desk review shall not be deemed to be completed until all
clerical errors have been rectified and all questions asked of the provider during
the desk review process have been answered fully. Additionally, results of this
desk review shall be used to determine whether a field audit, if any, is to be
performed. The desk review and field audits shall be conducted for purposes of
verifying prior year cost to be used in setting prospective rates which have been
set based on unaudited data. Ancillary service cost shall be subject to the same
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desk review and field audit procedure to settle prior year costs. The field audit
procedures shall include an audit of Resident Fund Accounts to insure the
Medicaid Program that the providers are in compliance with appropriate federal
and state regulations.

SECTION 400. REIMBURSEMENT REVIEW AND APPEAL

A NF may appeal department decisions as to the application of this regulation as
it impacts the NF’s cost-based reimbursement rate in accordance with 907 KAR
1:671, Section 10.

SECTION 410. INTRODUCTION TO PROVIDER COST THAT ARE
REIMBURSABLE

A. The material in this part deals with provider costs that are reimbursable by
the Department for Medicaid Services. In general, these costs are
reimbursed on the basis of a provider’s actual costs, providing these costs
are reasonable and related to resident care. These costs are termed
allowable costs. That portion of a provider’s total allowable costs
allocable to services provided to Medicaid Program recipients shall be
reimbursable under the Medicaid Program.

B. Reasonable cost includes all necessary and proper expenses incurred in
rendering services, such as administrative costs, maintenance costs, and
premium payments for employee health and pension plans. It includes
both direct and indirect costs and normal standby costs. However, if the
facility’s operating costs include amount not related to resident care,
specifically not reimbursable under the Medicaid Program or flowing from
the provision of luxury items or services (that is, those items or services
substantially in excess of or more expensive than those generally
considered necessary for the provision of needed health services), such
amounts shall not be allowable.

C. It is not possible to include the treatment of all items in this manual. If a
provider presents a question concerning the treatment of cost not
specifically covered, or desires clarification of information in this manual,
the provider may make a request for determination. The request shall
include all pertinent data in order to receive a binding response. Upon
receipt of the request, the Department for Medicaid Services shall issue a
binding response within sixty (60) days.
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SECTION 420. ADEQUATE COST DATA
A. To receive reimbursement for services provided Medicaid Program

recipients, providers shall maintain financial records and statistical data
sufficient to allow proper determination of costs payable under the
Medicaid Program. This cost data shall be of sufficient detail to allow
verification by qualified auditors using General Accounting Office and
American Institute of Certified Public Accountants guidelines. The cost
data shall be based on Generally Accepted Accounting Principles.

- B. Use of the accrual basis of accounting is required. Governmental
institutions that operate on a cash basis of accounting may submit cost
data on the cash basis subject to appropriate treatment of capital
expenditures.

Under the accrual basis of accounting, revenue is reported in the period in
which it is earned regardless of when it is collected, and expenses are
reported in the period in which they are incurred, regardless of when they
are paid. To allow comparability, financial and statistical records shall be
maintained in a manner consistent from one period to another. However, a
proper regard for consistency need not preclude a desirable change in
accounting procedures when there is reason to effect such change.

C. Providers, when requested, shall furnish the Department for Medicaid
Services copies of resident service charge schedules and changes as they
are put into effect. The Department for Medicaid Services shall evaluate
charge schedules to determine the extent to which they may be used for
determining Medicaid payment.

D. Where the provider has a contract with a subcontractor, e.g., pharmacy,
doctor, hospital, etc., for service costing or valued at $10,000 or more over
a twelve (12)-month period, the contract shall contain a clause giving the
Cabinet for Health _Services access to the subcontractor’s books. Access
shall also be allowed for any subcontract between the subcontractor and an
organization related to the subcontractor. The contract shall contain a
provision allowing access until four (4) years have expired after the
services have been furnished.
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E. If the Department for Medicaid Services determines that a provider does
not maintain or no longer maintains adequate records for the determination
of reasonable cost, payments to the provider shall be suspended until the
Department for Medicaid Services is assured that adequate records are
maintained.

F. A newly participating provider of services shall, upon request, make
available to the Department for Medicaid Services for examination its
fiscal and other records for the purpose of determining the provider’s
ongoing record keeping capability.

G. Records shall be retained by the facility for three (3) years from the date
the settled-without-audit or the audited cost report is received from the
Department for Medicaid Services.

The financial records and statistical data that shall be kept shall include the

following:

1. Records and documents relating to facility ownership,
organization, and operation;

2. All invoices and purchase orders;

3. All billing forms or charge slips;

4. All agreements pertaining to asset acquisition, lease, sale or other
action;

5. Documents pertaining to franchise or management arrangements
including costs of parent or “home office” operations;

6. Resident service charge schedules;

7. Contracts pertaining to the purchase of goods or services;

8. All accounting books or original entry kept in sufficient detail to
show source and reason for all expenditures and payments;

9. All other accounting books;

10. Federal and State income tax returns;

11.  Federal withholding and State Unemployment returns; and,

12.  All financial statements regardless whether prepared by the facility
or by an outside firm;

13.  Any documentation required by the Department shall be made
available for examination; and,

14.  All of these records shall be made available for examination at the
facility, or at some other location within the Commonwealth, when
requested by the Cabinet for Health Services. Reasonable time
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shall be given to out- of-state home offices to make the records
available within the Commonwealth.

SECTION 430. APPORTIONMENT OF ALLOWABLE COST

A.

Consistent with prevailing practices where third party organizations pay
for health care on a cost basis, reimbursement under the Medicaid

Program involves a determination of (1) each provider’s allowable costs of
producing services, and (2) an apportionment of these costs between the
Medicaid Program and other payors-.

Cost apportionment is the process of recasting the data derived from the
accounts ordinarily kept by a provider to identify costs of the various types
of services rendered. It is the determination of these costs by the
allocation of direct costs and pro-ration of indirect costs.

The objective of this apportionment is to ensure, to the extent reasonably
possible, that the Medicaid Program’s share of a provider’s total allowable
costs is equal to the Medicaid Program’s share of the provider’s total
services, subject to Medicaid Program limitations on payments so as not to
pay for inefficiencies and to provide a financial incentive for providers to
achieve cost efficiencies.

SECTION 440. COST REPORTING

A.

The Medicaid Program requires each Cost-Based Facility to submit an
annual report of its operations. The report shall be filed for the fiscal year
used by the provider unless otherwise approved by the Medicaid Program.

Amended cost reports (to revise cost report information that has been
previously submitted by a provider) may be permitted or required as
determined by the Medicaid Program.

The cost report shall be due within sixty (60) days after the provider’s
fiscal year ends.

Providers may request in writing a thirty (30) day extension. The request
shall explain in detail why the extension is necessary. There shall be no
automatic extension of time for the filing of the cost report. After the
extension period has elapsed, the Medicaid Program shall suspend all
payments to the provider until an acceptable cost report is received.
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Newly participating providers not having a cost report on file containing
twelve (12) months of actual data in the fiscal year shall submit a partial
year cost report. Upon entry into the Medicaid Program, the provider shall
inform the Department of Medicaid Services of the period ending date for
the initial cost reporting period. :

A provider that voluntarily or involuntarily ceases to participate in the
Medicaid Program or experiences a change of ownership shall file a cost
report for that period under the Medicaid Program beginning with the first
day not included in a previous cost reporting period and ending with the
effective date of termination of its provider agreement. The report shall be
due within forty-five (45) days of the effective date of termination of the
provider agreement. If a new owner’s fiscal year end is less than six (6)
months from the date of the change of ownership, Schedules A, D-5 and E
as well as the ancillary portion of Schedule F shall be required to be filed
at the end of the fiscal year. The rate paid to the new owner shall be the
old owner’s rate and shall remain in effect until a rate is again determined
for a new universal rate year.

SECTION 450. BASIS OF ASSETS

A. PRINCIPLE. Unless otherwise stated in this manual, the basis of an asset
shall be the purchase price of that asset paid by the current owner.

B. REVALUATION UPON CHANGES IN OWNERSHIP. If thereis a
change in ownership, the Medicaid Program shall treat the gain or loss on
the sale of an asset in accordance with one (1) of the following methods
(dependent on the date of the transaction) for purposes of determining a
purchaser’s allowable basis in relation to depreciation and interest costs.
1. For changes of ownership occurring prior to July 18, 1984, orif an

enforceable agreement for a change of ownership was entered into
prior to July 18, 1984, the following methodology applies:
a. The actual gain on the sale of the facility shall be
" determined. Gain shall be defined as any amount in excess
of the seller’s depreciated basis at the time of the sale as
computed under the Medicaid Program policies. The value
of Goodwill included in the purchase price shall not be
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considered part of the gain for purposes of determining the
purchaser’s cost basis.

b. Two-thirds (2/3) of one (1) percent of the gain for each
month of ownership since the date of acquisition of the
facility by the seller shall be added to the seller’s
appreciated basis to determine the purchaser’s allowable
basis. This method recognizes a graduated proportion of
the gain on the sale of a facility that shall be added to the
seller’s depreciated basis for computation of the
purchaser’s allowable basis. This allows full consideration
of the gain by the end of twelve and one-half (12 1/2)
years.

2. For changes of ownership occurring on or after July 18, 1984, the
allowable basis for depreciation for the purchaser shall be the
lesser of: I) the allowable basis of the seller, at the time of the
purchase by the seller, less any depreciation allowed to the seller in
prior periods; plus the cost of any improvement made by seller,
less the depreciation allowed to the seller on those improvements,
at the time of closing, or 2) the actual purchase price.

If a provider wishes to change its fiscal year; approval shall be secured in
advance from the Department for Medicaid Services prior to the start of
the fourth quarter of the original reporting period. If a provider has
changed its fiscal year and does not have twelve (12) months in its most
recent fiscal year, the provider shall file a cost report for its new fiscal
year and include twelve (12) months of data, i.e., the provider should use
all months included in their new fiscal year plus additional months from
the prior fiscal year to construct a twelve (12) month report.

SECTION 460. DEPRECIATION EXPENSE

A. PRINCIPLE. An appropriate allowance for depreciation expense on
buildings and equipment shall be an allowable expense. The depreciation
shall be:

l. Identifiable and in the facility’s accounting records
2. Based on the allowable basis;
3. Prorated over the useful life of the asset; and,
4. Goodwill and other intangible assets shall not be depreciated
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B. METHOD OF DEPRECIATION. Assets shall be depreciated using the
straight-line method, unless Medicare has authorized another method for
the facility; in which case, the facility may elect to utilize the method
authorized for Medicare purposes.

C. USEFUL LIVES. In selecting a proper useful life, the 1988 Edition of the
American Hospital Association’s “Estimated Useful Lives of Depreciable
Hospital Assets” shall be used with respect to assets acquired in 1989 or
later years. For assets acquired from 1983 through 1988, the 1983 Edition
of the AHA'’s guidelines shall be used. For assets acquired before 1982,
the 1973 Edition of the AHA’s “Chart of Accounts for Hospitals” shall be
used; or for assets acquired before 1981, guidelines published by the
Internal Revenue Service, with the exception of those offered by the Asset
Depreciation Range System, shall be used.

SECTION 470. INTEREST EXPENSE

A. PRINCIPAL. Unless otherwise stated in this manual, interest expense
shall be an allowable cost pursuant to 42 CFR 413.153 and it is both
necessary and proper in accordance with the provisions of this manual.

B. DEFINITIONS.

1. “Interest” means interest is the cost incurred for the use of
borrowed funds.

2. “Necessary” means necessary requires that interest:
a. Be incurred on a loan made to satisfy a financial

need of the provider that is related to resident care.
Loans that result in excess funds or investments shall
not be considered necessary.

b. Be incurred on a loan made for the following
purposes:
C. Represent interest on a long-term debt existing at the

time the provider enters the Medicaid Program plus
interest on any new long-term debt, the proceeds of
which are used to purchase fixed assets relating to
the provision of the appropriate level of care not to
exceed the allowable basis of the assets. If the debt
is subject to variable interest rates found in “balloon”
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type financing, renegotiated interest rates subject to
tests of reasonableness should be allowable. The
form of indebtedness may include mortgages, bonds,
notes, and debentures when the principal is to be
repaid over a period in excess of one year.

(1) Other interest for working capital and
operating needs that directly relate to
providing resident care is an allowable cost.
Working capital interest shall be limited to
the interest expense that would have been
incurred on two months of Medicaid
Receivables. The amount of which this
limitation is to be based is computed for cost
reporting purposes by determining the
monthly average Medicaid payments (both
routine and ancillary) for the Cost
Reporting period and multiplying the
amount by two (2). Once the allowable
amount of borrowing has been determined,
it is multiplied by the provider’s average
working capital borrowing rate in order to
determine the maximum allowable working
capital interest. It should be emphasized
that the two-month limit is a maximum.
Working capital interest shall not be
allowable simply because it does not exceed
the two month limitation. Working capital
interest that meets the two-month test shall
meet all other tests of necessary and proper
in order for it to be considered allowable.

(2)  Bereduced by investment income except
where such income is from gifts and grants,
whether restricted or unrestricted, and which
are held separate and not commingled with
other funds, or have been separated, if
necessary. When investment income is
derived from combined or pooled funds,
only that portion of investment income
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resulting from the facility’s assets after
segregation shall be considered in the
reduction of interest cost. Income from
funded depreciation, a provider’s qualified
pension fund, or a formal deferred
compensation plan shall not be used to
reduce interest expense so long as these
funds are used only for those purposes for
which they were created.

3. Proper Interest Rate

a. Be incurred at a rate not in excess of what a prudent
borrower would have had to pay in the money market
existing at the time the loan was made.

b. Be paid to a lender not related through control or
ownership, or personal relationship to the borrowing
organization. However, interest is allowable if paid on
loans that meet one of the related party exemptions.

C. BORROWER-LENDER RELATIONSHIP.

1. To be allowable, interest expense shall be incurred on indebtedness
established with lenders or lending organizations not related
through control, ownership or personal relationship to the
borrower. Presence of any of these factors could affect the
“bargaining” process that usually accompanies the making of a
loan, and could thus be suggestive of an agreement on higher rates
of interest or of unnecessary loans. Loans shall be made under
terms and conditions that a prudent borrower would make in arms-
length transactions with lending institutions. Thus, interest paid by
the facility to partners, stockholder, or related organizations of the
facility shall not be allowable.

2. Exceptions to the general rule regarding interest on loans from
controlled sources of funds are made in the following
circumstances. Interest on loans to those facilities classified as
Intermediate Care Facilities prior to October 1, 1990, by partners,
stockholders, or related organizations made prior to July 1, 1985
shall be allowable as cost, as determined under these principles,
provided that the terms and conditions of payment of such loans
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have been maintained in effect without subsequent modification
subsequent to July 1, 1975. For facilities classified as Skilled
Facilities prior to October 1, 1990, the same policy applies for this
type loan made prior to and maintained without modification
subsequent to December 1, 1979. If the general fund of a provider
“borrows” from a donor-restricted fund and pays interest to the
restricted fund, this interest expense is an allowable cost. The
same treatment shall be accorded interest paid by the general fund
on money “borrowed” from the funded depreciation account of the
provider or from the provider’s qualified pension fund. In
addition, if a facility operated by members of a religious order
borrows from the order, interest paid to the order shall be an
allowable cost.

If funded depreciation is used for purposes other than
improvements, replacement, or expansion of facilities or
equipment related to resident care, allowable interest expense shall
be reduced to adjust for offsets not made in prior years for earnings
on funded depreciation. A similar treatment shall be accorded
deposits in the provider’s qualified pension fund where such
deposits are used for other than the purposes for which the fund
was established. If a facility is sold and the funded depreciation
account is not transferred to the purchaser, the earnings of the
funded depreciation account shall be treated as an investment
income. Any investment income that had been earned by the
funded depreciation account and had not been utilized to reduce
interest expense, shall be considered an overpayment by the
Medicaid Program and a retroactive cost settlement shall be
computed at the time of the sale. If the funded depreciation
account is transferred to the purchaser and the purchaser eliminates
the account, any investment income earned in prior years by the
account shall be offset against interest expense of the purchaser.

D. INTEREST NOT REASONABLY RELATED TO RESIDENT CARE
Interest expense is not reasonably related to resident care if:
1. It is paid on borrowings in excess of the allowable basis of the
asset.

2. It is made to defer principle payments.
3. It is used to purchase goodwill or other intangible asset.
4. It is in the form of penalty payments.
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INTEREST EXPENSE ON PURCHASES OF FACILITIES ON OR
AFTER JULY 18, 1984. For facilities purchased on or after July 18,
1984, but before October 1, 1985, the amount of interest expense allowed
purchaser shall be limited to the amount that was allowable to the seller at.
the time of the sale. For facilities purchased on or after October 1, 1985,
the amount of interest expense allowed to the purchaser shall be limited to
the interest on the allowable basis of the asset reduced by the amount
necessary (if applicable) to ensure that the increase in depreciation and
interest paid to facilities purchased on or after October 1, 1985 does

not exceed $3,000,000 annually. Any reduction of allowable interest
based on the $3,000,000 limit shall be prorated proportionately among the
affected facilities (i.e., the percentage reduction shall be applied equally.)

SECTION 480. FACILITY LEASE OR RENT ARRANGEMENTS

A.

For cost-based nursing facilities previously classified as Intermediate Care
Facilities, the allowable cost of all lease or rent arrangements occurring
after 4/20/76 shall be limited to the owner’s allowable historical costs of
ownership. The effective date of this limitation for nursing facilities
previously classified as Skilled Nursing Facilities is 12/1/79. Historical
costs of ownership can include the owner’s interest expense, depreciation
expense, and other costs such as taxes, insurance, maintenance, etc. In the
event of the sale or leaseback arrangement, only the original owner’s
allowable basis shall be recognized. The owner’s allowable historical
cost shall be subject to the basis limitations as applied to property owned

by providers. Additionally, allowable depreciation and interest shall not

exceed that which would have been allowed had the provider owned the
assets. In order to have the allowable cost determined and approved, all
data pertaining to the lease or rent arrangement, including the name of
previous owners, shall be submitted by the provider. In regard to lease or
rent arrangements occurring prior to 4/20/76 for basic Intermediate Care
and 12/1/79 for Skilled Nursing, the Medicaid Program shall determine
the allowable costs of such arrangements based on the general
reasonableness of costs.

Lease or Rent arrangements for land only shall be considered an allowable
cost if the lease agreement does not contain an option to purchase at less

than market value. If the lease amount is a set amount each year, the lease
amount should be reclassified to the Depreciation Expense cost center. If
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